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Life Forum

Update on implications of recent financial
events on economic assumptions
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Risk free rates

Credit spreads/liquidity premiums
Correlations

Negative inflation

Zero interest rates

Stress testing



) RiIsk Free Rates

e

e Government bonds or swaps
e Role of credit default swaps

e Differences in Eurozone yields — which can be
used?
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e Economic
— Who or what is really risk free?
— Issues with swaps
— Issues with CDSs

e Political

— Governments ever prohibit the use of their own
bonds?

e And the answeris....



“% 1 Credit spreads/Liquidity
L Premiums

e Significant work carried out by Bank of England
e Adopted by FSA

e Tends to conclude that liquidity premiums make
up 50% to 70% of the spread over risk free

e FSA In recent “discussions” with companies in
the UK

e Survey carried out by Watson Wyatt in the UK




/= hitp://www.bankofengland.co.uk/publications/quarterlybulletin/qb070403.pdf - Internet Explorer provided by Dell
K ol hitp:// s bankofengland.co.uk/publications/quarterlybulletin/qb070403.pdf

W [@httpcﬂwww.bankofengland‘co.ukjpublicationsjq...l l

M v B v ®m ~ |-;Page v {} Tools v =

= EH & € P )@@ m% - i Find -
1] oo 7
1957 98 99 2000 01 0z 03 04 05 06 O7F 1997 98 99 2000 01 ©02 O3 04 O5 06 O7 |—|
Chart 5 Decomposition of euro-denominated Chart 6 Decomposition of euro-denominated
investment-grade corporate bond spreads high-yield corporate bond spreads
Residual (including compensation for illiquidity) Residual (including compensation for illiquidity)
. Compensation for uncertainty about default losses . Compensation for uncertainty about default losses
. Compensation for expected default losses . Compensation for expected default losses
= Actual Basis points == Actual Basis points
200 1,800
| 1 47s — — 1,600
— 150 1,400
4z 1,200
—{ 100 1,000 B
1 75 800
— 50 600
— 25 400
¥
17 200
- +
| A 2 o
| | | | | | | | 0 | | | | | | | | 200

2000 o1 02 03 04 05 06 o7

2000 ol oz 03 04 05 08 o7

Done

& Unknown Zone | Protected Mode: On

CR=X b




|

4|
f
24

A=
=
\

s

Correlations - Markets
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Correlations - Countries
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e The diversification argument

e Leverage and cost of capital are great
correlators

e |s there a reason why correlations should not be
1 for stress tests?



12 Negative Inflation

e EXposing new issues

e CPI guarantees may have a floor of zero

e Assets may have no floor

e Source of latest recent investment bank losses
e EXxpense charges have to deflate?

e Outsourcing agreements with “locked In”
inflation?



&2 Zero interest rates
e Collect charges on cash/bond funds?

e VAs cost of guarantees/charges?

e Negative interest rates?
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@) Stress Tests
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e More extremes on markets
e Greater “shocks”
e New scenarios

— Sovereign default

— Leave Euro

— Eurozone ball out



